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KEY ECONOMIC INDICATORS 
(All values in million US$ unless otherwise stated) 1/ 


Est. Growth Rate 
1975 1976 1977 1976 1977 
-— ~ B Cc D 
INCOME AND PRODUCTION 
GNP at Current Prices 2/ 66,440  81,190* 
GNP at Constant Prices (2533 Prices) 2/. . . 54,464  56,200* 
Per Capita GNP, Current Prices in $ 27... 1,983 2,366* 
Investment as % of GNP, Current Prices 2/. . P 30.0 n/a 
Indices (2533 = 100) Quarterly Avg. . 
Industrial Production 3/ 128.7 136.9 
Industrial Wages 3/ 177.8 227.8 
Oil Production Mil. BBLs (NIOC) 2,168 2,080* 
Wheat Production Thous. MI* 5,500 5,000 


MONEY AND PRICES 
Money Supply (Monthly Avg.) 4/ 6,795 8,355 
Minimum Effective Bank Interest Rates (10/77) 
8-9 10 
11 12 
13 15 
Indices (Monthly Avg.) (2533 = 
Consumer Prices 5/ 120.8 15253 
Wholesale Prices 5/ 113.8 132.7 


BALANCE OF PAYMENTS AND TRADE 

Net Gold and Foreign Exchange Reserves 4/. 6,760.2 5,990.7 7,934.2 

External Public Debt (Excl. Supplier Credits) 2/2,494 2,343 n/a 

Annual Debt Service 2/ 983 n/a 

Basic Balance of Payments 2/ 2,288 n/a 

Oil Sector Receipts 19,419 21,000* 

Non-Oil Exports, FOB (MEAF) (Incl. gas). . 703 700* 
U.S. Share (%) 98 n/a 

Non-Military Imports, CIF Customs Basis (MEAF)10, 304 125752 14,000* 

19.8 16.9 n/a 

Main Imports from U.S. 2535, Year ended March 20, 1977: 
Machinery and parts 597.2; Cereals 247.4; Vehicles other than railway 220.0; Elec- 
tric machinery and parts 172.3; Iron and steel products 151.8; Cigarette and tobacco 
products 65.0; Boats, ships and parts 62.1; Vegetable oil 41.3; Pharmaceuticals 38.4; 
All other products 380.2 and Total Non-Military Imports 1,975.7 


1/ Ris. 68.00 = $1.00 for 1975, Ris. 70.50 for the years 1976 and 1977. GNP figures in 
Constant Prices (2533) at rate of Rls. 67.50. GNP growth rates based on rials. 

2/ Data for or as of end Iranian Year 2534 (March 20, 1976) for Colum A; 2535 (March 20, 
1977) for Column B; Estimates in Colum C are for 2536 (Ending March 20, 1978) 

3/ First six months 1977 for Colum C and E 

4/ First nine months 1977 for Colum C and E 

5/ First ten months 1977 for Colum C and E 

* Embassy Estimates 


Sources: Central Bank of Iran unless indicated; Ministry of Economic Affairs and Finance 
(MEAF); National Iranian Oil Company (NICC) 
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SUMMARY 


The forecast for Iran's real GNP growth in Iranian year 2536 1/ 
is revised downward from 8 to 3.2 percent. This reflects a projected 
6 percent decline this year in the oil sector and a substantially 
lower growth rate in the rest of the economy. Reduced liquidity as 
a result of government anti-inflation measures has slowed business 
activity. Continuing infrastructure bottlenecks, as seen in last 
summer's power outages, have adversely affected industrial 
productivity and business confidence. Consumer prices are more than 
20 percent above last year's level, although the inflation rate shows 
signs of moderating. External accounts are strongly favorable to 
Iran with foreign exchange reserves continuing to accumulate. 

Despite severe imbalances which still plague Iran's economy the non- 
oil sectors are expected to grow 15-18 percent in the coming year; 
assuming zero growth in the oil sector, Iran's real GNP in 1978/79 
thus would be in the range of 7-9 percent. The Sixth Development 
Plan, due to begin in March 1978, has not yet been unveiled. While 
few new projects are anticipated in 1978 in this over-extended 
economy, projects already contracted will provide good subcontracting 
opportunities to the alert and persevering businessman. Moreover, 

an expected upturn in imports will mean increased trade potentials 
for U.S. firms. 


A. CURRENT ECONOMIC SITUATION AND TRENDS 


Macroeconomic Situation The almost total infusion of oil revenues 
domestically has made Iran's economy perhaps the most volatile of the 
OPEC group. Iran's economic growth reflects closely the fortunes of 
its oil sector, which now accounts for two-fifths of total Gross 
National Product. Following real GNP growth rates of 48 and 39 
percent in 1973/74 and 1974/75, respectively, the oil sector's 12 
percent decline in 1975/76 held real growth that year to 2.6 percent, 
and its 13.9 percent recovery in 1976/77 helped push the overall 
growth rate to 13.8 percent. A projected 6 percent drop in 
petroleum production in 1977/78 is expected to hold the real GNP © 
growth rate this year to around 3.2 percent. The projected drop in 
the real growth rate of the non-oil sectors, from 14.4 percent last 
year to 9.4 percent in 1977/78, is due to general economic indigestion 
which followed a period of unbridled growth. However, Iran's external 
accounts remain in surplus, thanks to modest import growth and long- 
term development borrowings, and foreign exchange reserves continue 
to accumulate. In current prices, a deflator of 19, the GNP 
should advance by 22.2 percent to $81.2 billion by March 1978, 
raising per capita income to $2,366. A more meaningful per capita 
figure of $1,250 is derived from Iran's non-oil economy, a figure 
nearer that of middle-class economies such as Korea, Brazil and 
Argentina. But even that figure can be misleading, since over half 
of Iran's 34 million people live in rural areas and enjoy incomes 
averaging only about one-fifth those of their city cousins. 


1/ March 21, 1977, through March 20, 1978; hereafter referred to 
as 1977/78. 
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This year's projected 6 percent decline in Iran's oil sector 
reflects world market conditions. With recovery lagging in the 
industrialized countries and with growing petroleum production 
in the North Sea, Alaska and Mexico, Iran's crude oil output in 
1978/79 will probably remain at this year's projected 2.1 billion 
barrel level. Natural gas production was a bit down this year 
owing to the reduction in crude output (over 99 percent of Iran's 
gas is produced in association with oil). There was also some 
reduction in gas exports to the U.S.S.R. due to pipeline 
difficulties. 


Growth in the industrial sector (including manufacturing, 
mining, construction, and power) is now projected at 9 percent for 
the year, considerably less than the 14-16 percent predicted a year 
ago. In the spring quarter manufacturing was up only 6.2 percent, 
and in the summer quarter it was held back by the power outages 
which crippled the entire economy. Construction, which grew by 
only 6.4 percent in the spring quarter, is expected to finish the 
year with a satisfactory 9 percent growth rate, but activity in 
this subsector has shown signs of moderating. The services sector, 
also less buoyant than last year, is expected to post an 11 percent 
growth rate in 1977/78. The modest 5 percent growth projection for 
agriculture takes into account significant increases in dairy and 
poultry production, a drop in wheat and rice production, and heavy 
spoilage loss due to problems of transport and storage. 


Since early 1974, when investment targets under the already 


ambitious Fifth Development Plan were doubled, the economy has 
experienced both the good and the bad of unrestrained and 
uncoordinated growth. Incomes are up, and despite continued 
maldistribution of wealth it is presumed that even the poorest 
segments of society have derived some benefit from sharply increased 
oil revenues. Publicity given the infrastructural bottlenecks of 
the past few years has obscured the substantial advances in 
transportation, utilities, education, health care, and manufacturing 
capability. But at this point Iran's economy is best characterized 
by its imbalances, over-extended resources commitment, and growing 
frustration in the wake of inflated expectations. New industries 
lack water, telephones, skilled workers and power. Crops are not 
harvested because of the squeeze of higher wage levels and price 
controls on basic foodstuffs. The Shah, in addressing his new 
Cabinet on August 7, pointed out that Iran's "unmatched" rates of 
growth caused "dislocation and backlash" and said growth must now 

be aimed at "absorbable" rates. Excessive demand and inadequate 
supply continue to feed inflation, which hit the 30 percent annual 
rate this past summer. Cost-push inflation is seen too in falling 
productivity and a wage spiral in the 25-35 percent range. Housing 
and construction costs, however, show signs of leveling off in 
response to the Government's monetary and fiscal measures, including 
a more restrictive attitude toward building permits. An expected 
overhaui of Iran's cumbersome system of price controls may heat up 


inflation in the short run, particularly in the services sector, but 
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in the longer term it should help overcome the present investment 
doldrums and ameliorate supply problems. 


The economic slowdown therefore is not due entirely to performance 
of the oil sector. To a large extent, capital investments during the 
past year have represented old decisions. Business confidence was 
shaken by the sudden demise of the "gold rush" days of 1974 and 1975, 
when profits were high and virtually unchecked and the investment 
payout period was seldom over two years. Events of the past two years 
have done little to restore confidence. Such factors as high inflation, 
power shortages, a lack of skilled and motivated workers, declining 
productivity and cash flow problems cause investment plans to be 
shelved. Businessmen are plagued also by uncertainties as to official 
policy in such areas as prices, profits, profit-sharing, money supply, 
taxes, wages and ownership of mineral resources. The Shah, in calling 
for stimulation of the private sector last August, noted that "proper 
profits" should be accompanied by "proper taxes." The new Cabinet of 
Prime Minister Amouzegar is still an enigma to most Iranians; how 
the Shah's »:ndate for greater private sector involvement will be 
implemented remains to be seen. 


The Amouzegar Cabinet's economic policies and priorities will be 
spelled out in the Sixth Development Plan (March 1978-83), but the 
Plan's unveiling, scheduled for last October, was postponed. The Shah 
has indicated displeasure over the five-year appropriations approach 
since it assumes too much in a mixed economy. A "Sixth Plan" may 
emerge, but perhaps only as an internal government instrument for 
discipline and coordination. Long-term national objectives (e.g. 20 
years) and a 10-year economic framework are being formulated. Mean- 
while, there is an understandable feeling of drift, as inflation, 
sporadic scarcities and price distortions run their course. Attention 
now turns to the 1978/79 budget, expected momentarily, for the next 
comprehensive view of economic policies and resource commitments, at 
least for the short run. 


This year's modest economic growth of 3.2 percent should be more 
than doubled in 1978/79. It seems reasonable to predict real growth 
(in constant prices) in the range of 7-9 percent, assuming zero growth 
in the oil sector and 15-18 percent growth in the remaining two-thirds 
of the economy. The inflationary trend has been slowing, and the next 
12 months should see the consumer price index climb at a more moderate 
rate of 11-14 percent and the wholesale index 7-10 percent. The 
Government's fiscal policy will favor the capital budget with continued 
restraints on current expenditures. The balance of payments should 
remain in surplus for the next three or four years, with Iran relying 
heavily on external financing of its development projects. 


Fiscal Developments The 2536 Expenditure Budget, which authorized 
expenditures of $33.7 billion during the Iranian year just ending 

has been substantially underspent. During the first four months 
(April-July), expenditures under the $14.1 billion capital budget were 


below the level of disbursements the previous year, even though a 58 
percent rise in capital spending had been budgeted. Current expenditures, 
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budgeted at $19.6 billion, are also under a tight rein in order to 
reduce the bureaucracy and improve efficiency. Since financial 
resources are available, the reasons for the low rate of government 
spending presumably stem from a desire to hold down liquidity and 
from other factors, such as physical or manpower constraints. The 
budget for the coming year (beginning March 21, 1978) will be a 
difficult and critical one; in the absence of a Sixth Development 
Plan, it will have to serve as a partial substitute. The new budget 
is expected to be in the range of $38-40 billion, a modest increase 
in real terms over the current document, with an emphasis on capital 
investment. 


Iran's earlier reluctance to engage in debt financing is over. 
In all known cases, new major projects rely on long-term financing, 
at least for the external component. [Iran's gross public debt 
(disbursed, excluding guaranteed and long-term supplier credits), 
as of March 1977, was just over $17 billion, consisting of $14.8 
billion domestic debt and $2.3 foreign debt. To the latter must be 
added supplier credits disbursed abroad, bringing the total external 
debt to about 4 billion dollars. Iran's low debt service ratio (only 
4 percent) helps to account for its top credit rating in the 
Eurodollar market. Its recently negotiated loans of seven-eights 
of one percent over LIBOR (London Interbank Lending Rate) for eight 
years established a new liberality by foreign commercial banks. 
This year's anticipated $1.5 to $2.0 billion inflows in private and 
official long-term borrowing should make Iran a net borrower for 
the first time since 1974. Its four-year old foreign aid program, 
with credits totaling $7.7 billion up to August 1977, is slowing 
down; total new credits should not exceed the $1.1 billion authorized 
in the current budget. No new loans have been made to the Eastern 
European countries, and the final $400 million tranche of Iran's 
$1.2 billion loan to the United Kingdom was cancelled last year by 
the British. The balance of Iran's $12 billion aid commitment is 
largely on an indefinite timetable, mostly project-related. 


Labor and Productivity Iran suffers from a critical shortage of 
trained workers. The country's "economically active" population, 
which numbers less than ten million persons, includes about 7.8 
million men (69 percent of the male population over ten years old) 
and only about 1.6 million women (14 percent of the female over 
ten). This imbalance is related to the fact that three-fourths of 
the female population are illiterate (male illiteracy is slightly 
over 50 percent). Almost half of Iran's labor force is employed in 
agriculture, with less than one-third in industry and mining. 
Foreign workers. are conspicuous and will continue to be a critical 
component in Iran's economic development. Some two million workers 
(and six million dependents) are now covered by social security. 

A total of 222,000 workers have reportedly purchased shares of the 
159 companies thus far participating in the Government's program to 
broaden the ownership of industry. 
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There is increasing official concern about the productivity 
decline in industry and a general slackening of worker motivation. 
Job hopping and moonlighting are common. In the last four years 
wage increases in industry have averaged about 26 percent annually, 
compared with an average productivity gain of 17 percent. A new 
labor law, announced in draft last spring but still not promulgated, 
will provide punitive measures addressing a number of abuses such 
as absenteeism and will link basic compensation and profit sharing 
to productivity. While there is some evidence that the extremely 
high rates of wage increases are moderating, wages will continue to 
climb steeply as long as they are tied to the consumer price index. 


External Accounts There was no increase in the value of non- 
military imports during the first seven months of 1977/78 as compared 
with a year earlier, and there is a possibility that the total for 
the year may be below the $12.8 billion level reached in 1976/77. 
Contributing factors have been slower economic growth, drawdown of 
inventories, moderation of import price movement, elimination of port 
surcharges, and a sharp drop in demurrage costs as a result of faster 
turn-around times in Persian Gulf ports. Government spending and 
monetary policy are still too indefinite for good import forecasting; 
nonetheless, a resumption of import growth in the coming year by at 
least 10-15 percent is anticipated, led by agricultural imports which 
have already begun a strong upward climb. Non-oil exports increased 
13 percent in value the first seven months of 1977/78 to an annual 
rate of $570 million. Industrial goods still account for less than 
one third of the total. 


The balance of payments continues strongly in surplus. Iran 
should post a current account surplus of $1.5 to $2.5 billion and 
increase its foreign exchange reserves by $2-3 billion to a level 
of at least $11.5 billion by the end of the year (March 1978). 

This would provide an unprecedented eight months' merchandise 

imports coverage. Oil receipts with a 10 percent price increase 

more than compensating for some decline in volume of crude oil 
shipments, are projected to increase by 8 percent to $21 billion. 

The service accounts are expected to post another net deficit of 
$1.5 billion in 2536, and capital repatriation (which was substantial 
last year) appears to have moderated. As already noted, the balance 
of payments should remain in surplus for the next three or four 

years with the help of external financing of development projects. 


Monetary and Price Trends Monetary accounts for the first half 
of 1O77/78 document success for the Central Bank of Iran's (CBI) 
anti-inflation policies. But after excessive monetary expansion 
in previous years, the curtailment now comes at a time of rapid 
inflation. The resultant bind on credit has much of business 
seeing the cure worse than the illness. The CBI raised lending 
and deposit interest rates by one percentage point almost across 
the board on June 15, with the effective average short-term rate 
up two points to 15 percent. The CBI's rediscount rate was 
increased to 10 percent and, perhaps more importantly, the window 
is reportedly less open for ad hoc relief to credit-squeezed banks. 
The credit expansion target is 22 percent this year, and the 9.6 





Page 8 


percent increase by mid-year (versus 27 percent last year) portends 
success. CBI controls, increased reserve requirements, and relative 
fiscal slackness account for the unexpectedly low 5.4 percent increase 
in the money supply (M,) between March 20 and September 22. With 
fixed interest rates, the system tends to allocate this restricted 
loanable stock to old customers; yet some of them join new applicants 
in 30-40 percent rate of interest financing on the street (bazaar). 
The CBI expresses satisfaction that the profile of credit is tilting 
away from construction, which utilized an estimated 50 percent in 
1976/77. The CBI's "jawboning" against construction financing is 
complemented by a restrictive policy on office building and higher- 
income housing permits, with the result that construction activity has 
fallen off noticeably. 


The CBI's attempt to strengthen Iran's highly leveraged banks 
(through capital increases, reserves for loss, and restrictions on 
net foreign exposure) thus comes at a time when loanable funds have 
diminished and many clients are facing repayment problems due to cash 
flow reverses. The easy money and high profit days appear over, but 
a more mature and sound banking system should emerge with the help of 
close supervision and support by the Central Bank. 


Expectations that Iran's high rate of inflation would subside 
this year were confirmed by the consumer price index beginning in 
September. The average increase during the first seven months was 
at an annual rate of 29 percent, with the 49.6 percent increase in 
the housing/fuel component the chief culprit. A beginning decline in 
that component, along with an expected gradual decline in wage increases, 
supports our current forecast for a 22 percent average consumer price 
movement in 1977/78 and a further drop to 11-14 percent in 1978/79. 
The rise in the wholesale price index, which was at a 17 percent annual 
rate during the first seven months of 1977/78, is slowing and should 
average 14 percent for the year. The Government's recent change in 
price policy, limiting controls to food staples and major durables, 
may fuel prices in the short run, but it should help to overcome supply 
disequilibrium and investment hesitancy. 


Problems and Prospects The Government's concern over waste, project 
delays and general misallocation of resources has been manifest in 
comprehensive audits and enforced instructions throughout the public 
sector. The Imperial Commission on Efficient Resource Allocation 
recently reported to the Shah the conclusions of its inspection of 
14,000 "time-tabled" public sector projects. Delays and cost overruns 
were generally attributed to poor management and supervision, inadequate 
contracting procedures and provisions, poor performance by foreign 
contractors and shortages of manpower and materiel. The report pointed 
to the "snowballing" of resources required for the thousands of projects 
contracted in recent years, which has produced the present large gap 
between resource needs and availability. It would appear that addi- 
tional financial resources could be efficiently utilized only with a 
restructuring of the present profile of allocations, e.g., from con- 
struction to manpower training. The overriding reason for failure to 
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meet revised Fifth Plan investment targets is Iran's absorptive capa- 
city, the expansion of which was seriously overestimated. One official 
estimate puts the development program for the Plan period (1973-78) 

34 percent under the target, and that is in disbursements, not program 
completion. 


Recognizing the need to consolidate Iran's economic and social 
gains, the Prime Minister has prescribed slower economic growth, reduced 
dependence on oil revenues, increased roles of the private and rural 
sectors (to encourage agricultural self-sufficiency), low cost housing, 
a reasonable pricing policy and resolution of physical bottlenecks. 
Iran's long term future is dependent on the mobilization of internal 
resources, e.g., through taxes and private investments, not oil. There 
has been substantial progress in institutional and infrastructure 
building. The prospects for sustained growth are excellent, given 
Iran's low debt, strong financial reserves, reliable future income from 
oil, increasing industrial capacity, and political stability. Recent 
experience should improve Iran's ability to create a viable economic 
base for the distant future when oil will no longer be the main generator 
of growth. 


B. IMPLICATIONS FOR THE UNITED STATES 


Trade and Investment Situation According to U.S. data, exports to 
Iran dropped slightly from $2.76 billion in 1976 to $2.73 billion in 


1977. At the same time U.S. imports from Iran rose from $1.48 billion 


to $2.79 billion, which for the first time produced a U.S. deficit in 
out bilateral trade. Analysis of Iranian trade data reveals that the 
U.S. share of Iran's nonmilitary market declined from 19.8 percent in 
1975/76 to 16.9 percent in 1976/77. However, this was due to Iran's 
reduced imports of agricultural products, chiefly cereal and vegetable 
oils, of which the U.S. is its principal supplier. The figures for 
1977/78 should show a big improvement since U.S. exports of tobacco, 
soybean and cottonseed oils, rice, wheat and poultry meat rose sharply 
during the past year. Trade transport conditions have benefitted from 
Iran's economic slowdown and port and customs improvements. The Gulf 
ports are virtually current, with delays mainly in the still inadequate 
inland transport. While U.S. competitiveness continues, especially in 
high technology services such as communications and computer systems 
and in logistics and maintenance programs, we continue to be disadvan- 
taged in transport, due to distance, and financing. The latter disad- 
vantage is eliminated in those cases where Iran has used oil barter to 
finance projects, such as the recently reinstated Chah Bahar naval 
base project, a major portion of which was awarded to Brown & Root of 
Houston, Texas. 


Two substantial projects awarded U.S. firms in the last six months 
are: (1) along with the French firm Cochrain, $711 million to Morrison- 
Knudsen to construct 395 km of a six-lane highway, the first leg of a 
$2.6 billion Tehran to Bandar Shahpour project, and (2) a $500 million 
low cost housing program to Levitt and Co., including "Levittshahr", a 
town to be built outside Tehran. Additionally, Lockheed was awarded 
consortium management for the $700 million plus Iran Aircraft Industries 





Page 10 


expansion project. Significant service contracts by Bell Helicopter, 
American Bell International (AT&T), Lockheed, Logistics Support Corp. 
(Boeing), and Northrop Data Systems are in operation. Added to these 
and other civilian and military service contracts are the financial 
accruals of education and tourism flows to the U.S. which place U.S. 
invisible trade income at over $1 billion a year. 


New contractual factors include the acceptance by the Central 
Bank of surety bonds, the reduction of maximum advance payments on 
projects under the jurisdiction of the Plan and Budget Organization 
from 25 to 20 percent, and the reduction, in some cases, of the start-up 
payment from 10 to 2.5 percent. The Industrial Development & Renovation 
Organization (IDRO), a major public industrial conglomorate, is reorient- 
ing its posture towards new joint ventures in favor of the largest and 
most experienced foreign companies, leaving to its existing companies 
ventures with smaller firms with low or medium technology. 


Opportunities and Responses While few if any new major projects are 
expected to be identified in the next three or four years, many projects 
in the Fifth Plan which were deferred or modified will be reexamined 
and commercial opportunities should result. Many of these projects 

have already been advertised and companies prequalified. Some of the 
ambitious programs included for start-up in the Fifth Plan, however, 
will be put off even to the Seventh Plan period (1983-88) if not dras- 
tically cut. 


The program for 20 nuclear power plants by the 1990's provides for 
international tendering and thus should be monitored by interested firms 
as each plant moves to the starting line over the next five or so years. 
Likewise, international competition is likely for the construction and 
the power plant of the nuclear research center to be located outside 
Isfahan. The long-awaited tender f ~ the Tehran International Airport 
is now expected in the spring of 1973. The French consulting firm 
SOFRETU is guiding the work recently begun on Tehran's subway, from 
which subcontracts are expected. International tenders on equipment 
for the Morrison-Knudsen/Cochrain highway project are imminent. Brown 
& Root has begun the mobilization phase of the Chah Bahar project, in- 
volving an estimated $30 million worth of equipment and temporary 
housing. The Houston firm is also the prime contractor for the Bandar 
Abbas port expansion project. 


U.S. products and services continue to have excellent potential 
in Iran, but exploring and fulfilling that potential to everyone's mutual 
profit requires a considerable amount of patience and expenditure of 
resources. Competition for access to the Iranian market is increasing. 
Those doing business through agents and under licensing must be aware 
of the competing demands on such arrangements and of the need to develop 
their product's market in Iran and to oversee servicing. The foregoing 
factors substantiate our repeated advice that success in this market 
requires frequent visits if not permanent presence, competitive and 
aggressive pursuit, and patience. 
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